The secretto [ -+ A Super : How to
understanding Simple ' Document

planned * [Introduction 4 = imi S Charitable
giving to ' . > Contributions
income, capital ¥
Gnd generstion
- s iepping 7 Charitable
Taxes { Gift

Planned Giving

(in color)

An Introduction to the Law & Taxation of Charitable Gift Planning

Bargain Sale Gifts [ Charitable Gift Annuities

on )
Charitable 4
Deductions

Charitable
Remainder Trusts
interests

Donor CRY

Charitable Lead Donating Retirement Assets Private

TrUste Foundations
AR AN N PR
Ve e 1 Busing Life
Danor CLTl'M‘ Donor’s Insurance in
win  heis W Charitable

O\aﬁw' : ‘ ? & Donor Advised Funds

Russell James, J.D., Ph.D.

Professor
CH Foundation Chair in Personal Financial Planning
Texas Tech University

© 2006-2024, CPC Holdings, LLC. All rights reserved.



Visual Planned Giving:

(in color)
An Introduction to the L.aw & Taxation of
Charitable Gift Planning

Russell James I11, J.D., Ph.D.
Professor & CH Foundation Chair in Personal Financial Planning
Texcas Tech University

www.EncourageGenerosity.com

© 2006-2024, CPC Holdings, LLC. All rights reserved.



Version 7.2
Copyright © 2023 Russell N. James II1
All rights reserved.
ISBN: 0615986277
ISBN-13: 978-0615986272

© 2006-2024, CPC Holdings, LLC. All rights reserved.



N U AN

[ elN |

10
11
12
13

14
15
16

CONTENTS

Preface
Introduction: The Secret to Understanding Planned Giving

Basic Tax Concepts
A Super Simple Introduction to Taxes
Elements and Timing of a Charitable Gift
How to Document Charitable Gifts
Valuing Charitable Gifts of Property
Income Limitations on Charitable Deductions

Give and Get Back
Bargain Sale Gifts
Introduction to Charitable Gift Annuities
Taxation of Charitable Gift Annuities

Give Part and Keep Part
Gifts of Partial Interest
Retained Life Estates (Remainder Interests) in Homes & Farmland
Charitable Remainder Trusts
Charitable Lead Trusts

Special Techniques
Life Insurance in Charitable Planning
Donating Retirement Assets
Private Foundations and Donor Advised Funds

Quiz Questions, Answers, and Explanations
Chapter 3 Questions
Chapter 4 Questions
Chapter 5 Questions
Chapter 6 Questions
Chapter 7 Questions
Chapter 8 Questions
Chapter 9 Questions
Chapter 10 Questions
Chapter 11 Questions
Chapter 12 Questions
Chapter 13 Questions
Chapter 14 Questions
Chapter 15 Questions
Chapter 16 Questions

About the Author

© 2006-2024, CPC Holdings, LLC. All rights reserved.

Pg. 1
Pg. 3

Pg. 17
Pg. 29
Pg. 47
Pg. 61
Pg. 87

Pg. 119
Pg. 133
Pg. 155

Pg. 185
Pg. 205
Pg. 227
Pg. 267

Pg. 293
Pg. 329
Pg. 347

Pg. 383
Pg. 386
Pg. 388
Pg. 392
Pg. 396
Pg. 399
Pg. 402
Pg. 404
Pg. 409
Pg. 414
Pg. 419
Pg. 423
Pg. 426
Pg. 430

Pg. 433



PREFACE

This is not your father’s law and tax book (Part I). The purpose of this text is to communicate to
fundraisers and financial advisors the basic concepts of planned giving in a friendly, straightforward, and
visually attractive format, while providing explanatory text that might be helpful where the visual elements are
insufficient. The intended use is for the reader to flip through the images in the sections of interest until
reaching an image that seems new or confusing, at which point the surrounding explanatory text may be
helpful. The citations in the text are relatively sparse and for those desiring more technical texts with superior
citations 1 recommend Thomas J. Ray, Jr.’s, Charitable Gift Planning, Catherine W. Wilkinson & Jean M.
Baxley’s, Charitable Giving Answer Book, Bruce R. Hopkins’ The Law of Fundraising, and Bryan Clontz’s Charitable
Gifts of Noncash Assets (2nd Edition).

This is not your father’s law and tax book (Part II). This book is intentionally published in a print-on-
demand format. This means that changes can be incorporated into the current version of the book within a
matter of days. It also means that I would be most appreciative of any information related to errors, trivial or
otherwise, because these are easily corrected. Please e-mail me at russell. james@ttu.edu if you happen to find
such. (Special thanks to Jill Gary Hughes, Leo O’Connor, Jr., Peter Hayward, Robert Constantine, and Ray
Tyler for their past guidance in this way.) Note, however, that some errors of omission are intentional as this
is not intended to be an exhaustive treatment of every possible transaction type and option, but rather is
intended to be a basic primer on charitable gift planning.

The slides used in this text are from the courses that 1 have taught for many years as part of the on-
campus and online Graduate Certificate in Charitable Financial Planning and Master of Science in Personal
Financial Planning both in the Department of Personal Financial Planning at Texas Tech University, as well
as in my course in Charitable Gift Planning at the Texas Tech University School of Law. Information on the
online Graduate Certificate in Charitable Financial Planning is available at www.EncourageGenerosity.com.
Additionally, the PowerPoint or pdf version of many of the slides contained herein and audio of some related
lectures are also available, for free, at the website.

And now, on to the disclaimers: This notice is made in order to comply with applicable Treasury Department and
other regulations (including but not limited to Circular 230):  This book is not intended to provide personal legal, tax or
financial advice. Consequently, I urge you to seek the advice of your own legal, tax, or financial professionals in connection with
gift and planning matters. This text is not intended to be used and cannot be used for the purpose of avoiding tax-related
penalties.

This document is for information and illustrative purposes only and does not purport to show actual transaction results
applicable to your specific situation. 1t is not, and should not be regarded as, investment, legal, or tax advice or as a
recommendation regarding any particular transaction or course of action. Opinions expressed herein are current opinions as of the
date appearing in this material only and are subject to change withont notice. Reasonable people may disagree abont the opinions

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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expressed herein. All transactions and investments entail risks. There is no guarantee that investment or tax planning strategies
will achieve the desired results under all market conditions.

This book contains text and images representing charities including The Salvation Army (as an example of a public charity)
and The Bill & Melinda Gates Foundation (as an example of a private foundation). These are used for illustrative purposes
only and should in no way imply any support, endorsement, or affiliation of these organizations with this text or ifs anthor. The
trademarks of these organigations are owned by their respective organizations. Images in this text were purchased from
www.istockphoto.com  and  www.stockfresh.com. The  image of Bill and Melinda  Gates is  from
http:] | commons.wikimedia.org/ wiki/ File:Bill_og_Melinda_Gates_2009-06-03_(bilde_01).JPG and was taken by Kjetil
Ree in 2009. The image of Bill Gates alone is from btip:/ | commons.wikimedia.org/ wiki/ File:Bill_Gates_in_Poland.jpg

© 2006-2024, CPC Holdings, LLC. All rights reserved. 2



© 2006-2024, CPC Holdings, LLC. All rights reserved.

8§ INTRODUCTION TO CHARITABLE GIFT ANNUITIES

Charitable Gift Annuities

The essence of a Charitable Gift Annuity is that
a donor makes a gift to a charity, and in return,
the charity makes payments to the donor for
life. Despite the simplicity of this concept,
Charitable Gift Annuities are a powerful
charitable planning vehicle that can be used in a
variety of situations with donors from a wide
range of economic circumstances. Like the
more complex and expensive Charitable
Remainder Trusts, Charitable Gift Annuities
provide a source of regular payments to the
donor. Also, Charitable Gift Annuities create
an immediate tax deduction. Finally, when
purchased with appreciated securities (or other
appreciated assets), Charitable Gift Annuities
provide the opportunity to defer capital gains

taxes. This combination of tax advantages and income creation make Charitable Gift Annuities attractive for

both donors and charities in 2 number of situations.

An initial gift m__

[I ”

forllfetlme

2024
2025 2026 2027 2028 2029

=

Death

afle |
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The most common form of a Charitable Gift
Annuity transaction is where a donor makes a
gift to a charity, and in exchange, the charity
makes payments back to the donor for the
donor’s life. The payments can be annual,
semi-annual, quarterly, monthly, or even
weekly. A Charitable Gift Annuity is an
example of a bargain sale. A bargain sale
occurs when the donor transfers a gift to a
charity, and in return receives something worth
less than the fair market value of the gift. In
this case, the donor receives an annuity (i.e., a
stream of payments for life) in exchange for a
gift. The value of the annuity (as calculated by
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the IRS tables) must be less than 90 percent of the value of the gift. Thus, the donor makes a bargain sale,
gifting money or property and in return receiving something worth less than the gift.

30 3.7% Example donor The .lifetirnc; pagrnents Ees@dng ffrl(l)rn .? glzt
40 3.9% ages & rates annuity are based upon the size of the gift an

the age of the annuitant. (The “annuitant” is
45 4.0% 2023, American Council on Gift Annuities . .
: the person who receives payments for life. The

50 4.2% annuitant is typically the donor. However, the
55 4.5% ' donor could choose to purchase an annuity that
60 4.9% pays to another person for the other person’s

o life.) As seen in the table, an older annuitant
65 5.4% : .

A will receive larger annual payments than a
70 5.9% younger annuitant for the same gift. This
difference exists because, on average, younger
annuitants live longer, and the charity will
consequently have to make payments to
younger annuitants for more years. The
annuity payment is typically fixed for the life of
the annuitant. For example, if a 55-year-old
purchased a $10,000 annuity she would receive $400 per year for life (assuming the charity was following the
guidelines of the accompanying table). This $400 payment never changes. Thus, when the donor who had
purchased the annuity at age 55 turned 85, she would still be receiving a $400 annual payment. (However, if
she were to purchase a zew gift annuity at age 85, it would pay a higher rate, because of her older age.) The
higher payout rates at older ages help explain why these gift annuities are most popular with older donors.

This table shows the suggested rates from the American Council on Gift Annuities in 2023. No
charities are required to use these rates. However, most do. The intended goal of the American Council on
Gift Annuities rates is to identify the payment level at which, on average, 50% of the face value of the initial
transfer will remain with the charity at the annuitant’s death. These suggested payout rates are based upon
current interest rates and expected mortality. The rates can be changed every six months to reflect underlying
interest rates.

Why do gift annuities seemingly pay so much more than bank certificates of deposit? This is because in
a gift annuity, the donor loses the principal. A certificate of deposit generates income, but the principal is still
owned by the depositor and can be withdrawn at any time. A gift annuity generates only lifetime payments.
At death, the payments end and there is no remaining asset in the donot’s estate. Consequently, it is not
appropriate to directly compare interest rates from a certificate of deposit with payout rates from a gift
annuity. (Indeed, such comparisons are explicitly prohibited when marketing Charitable Gift Annuities.)

It is often wise for a charity to present more than one rate in a proposal to an individual donor. The
suggested rate from the American Council on Gift Annuities could be termed the high rate (e.g., 4.0%) along
with alternatives for a medium rate (e.g., 3.0%) and a low rate (e.g., 2.5%). Why would a donor voluntarily
choose the medium or low rates? This is because, fundamentally, the donor desires to benefit the charity and
advance its cause. If the lower rate can meet the donot’s income target it will generate a greater benefit for
the charity (and a greater tax deduction for the donor). Many charities leave substantial gifts “on the table,”
by simply assuming that the donor will always want the highest rate from the charity, rather than presenting
proposals that include three different rate options.

75 6.6%
80 7.6%
85 8.7%
90+9.7%
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Age 55 donor gives $100,000 in stock and
the charity pays $4,000 per year for life

-_“;ﬁ"‘- ACGA suggested
% . <. « |ratesleave about
half of initial gift
for charity at
_ death

2025 2026 2027 2028 2029

Death
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Using the previous rate table, if a donor aged 55
gave $100,000 in publicly traded securities to a
charity in exchange for a Charitable Gift
Annuity, the charity would make $4,000 annual
payments back to the donor for the donor’s
life.

As mentioned previously, the American Council
on Gift Annuities suggested rates are intended
to leave half of the face value of the initial
transfer available for the charity at the death of
the annuitant (assuming that the charity makes
the lifetime payments using interest and
principal from the initial gift). This does not
mean that the value of a Charitable Gift
Annuity to a charity is half of the amount
transferred by the donor. Although the charity
is projected to receive half of the face value of
the initial transfer, the charity must typically
wait many years for this to occur. For example,
a $10,000 gift annuity by a 30-year-old donor
may be projected to ultimately result in a $5,000
residual going to the charity (after the lifetime

of annuity payments are made to the donor); the charity must still wait an average of approximately 50 years
to receive this $5,000 residual. The right to receive $5,000 in 50 years is worth far less than $5,000 today.

135
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IRS requires
present value
of charitable
share >10%

11111

2025 2026 2027 2028 2029 Death

Charitable gift annuity
measurements

~ App. $15 billion total
Avg. annuitant age 79
Avg. duration 14 years
Avg. size $50,000-S60,000

In order for a Charitable Gift Annuity to be
considered a charitable arrangement for tax
purposes, the annuity must be worth less than
90% of the value of the gift. This does not
mean that the charity need only be projected to
have a residual of more than 10% after making
a lifetime of annuity payments. The projected
residual amount comes to the charity only after
years of waiting, so at the time the Charitable
Gift Annuity is purchased the residual is worth
much less than its future projected value. For
example, the present value of an expectation of
receiving $5,000 in 50 years is worth far less
than $5,000 today.

Although many Charitable Gift Annuities are
relatively small, their usage is so common that,
when combined, they constitute a $15 billion
segment of charitable planning. The relatively
small minimum size of Charitable Gift
Annuities is part of the reason they are so
popular. Because gift annuities are issued by
each individual charity, the minimum amounts
depend upon the policies of each charity.
However, it is not uncommon to find
Charitable Gift Annuities available at the $5,000

* Min. size $5,000-525,000
or $10,000 level. This low entry level also
| allows hesitant donors to “experiment” with
d planned giving. It is not uncommon to see

1 e sk aninanis | donors purchase a series of small Charitable

e Gift Annuities before increasing the size of gift
annuity purchases. By giving donors experience with gifts that pay income, Charitable Gift Annuities can also
serve as a gateway to more expensive and complex vehicles such as Charitable Remainder Trusts.

Data from the 2021 American Council on Gift Annuities survey of Charitable Gift Annuities shows that
the average age of an annuitant at the time of making the gift was 79 years old. According to that survey,
72% of all Charitable Gift Annuities were purchased by donors aged 76 to 85. This attraction for older
donors makes sense, both because of their post-retirement interest in secure lifetime payments and because
of the sharp divergence between interest rates and lifetime payout rates available at older ages. In 2013, BNY
Mellon Wealth Management reported that the majority of their more than 3,000 Charitable Remainder Trusts
were established by donors aged 70 to 74 (See James, R. N. III & Franey, J., 2013, Trending forward:
Emerging demographics driving planned giving. National Conference on Philanthropic Planning, Minneapolis,
MN). This suggests that the peak age for Charitable Remainder Trust establishment is about five years
younger than the peak age for Charitable Gift Annuity purchase. Other research suggests that the peak age
for producing matured charitable bequest gift dollars is about 88 years of age (See James, R. N. III, 2013,
American Charitable Bequest Demographics, 1992-2012). With upcoming increases in the population of older age
groups, a demographic effect would be felt first in Charitable Remainder Trust establishments, second in
Charitable Gift Annuity purchases, and last in matured charitable bequests.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 136
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Why
would a
donor
want to
use a gift
annuity?

| want to make
a large gift, but
| am afraid |
will outlive my
assets and be
left with no
income

Lifetime
income

—m
donor from
| giving “too

much”
2024

?m =3

2025 2026 2027 2028 2029 .. Death

Mb(—
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The previous statistics establish that Charitable
Gift Annuities are quite popular in charitable
planning. Why? The reason for their popularity
is that they are a simple way to fill a need for
donors in a variety of circumstances. Let’s
examine some of those situations.

It can often be the case that older donors have
substantial assets and would like to make major
charitable contributions, but they worry that a
major gift could leave them without enough
assets for their lifetime needs. The worry is that
he or she may outlive his or her assets. This
concern can prevent the donor from making the
substantial charitable gifts that he or she would
like to make.

A Charitable Gift Annuity is designed to
overcome this worry about outliving one’s
assets by providing a lifetime source of income.
Where a donor might regret having made a
major gift of assets if she later lived “too long”
and needed those assets for regular lifetime
spending, such concerns are alleviated by giving
through a Charitable Gift Annuity.
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| am leaving an estate
gift, but would like an
immediate tax
deduction and
income

The Charitable Gift Annuity may also be
preferable to a simple charitable bequest
because it generates an immediate income tax
deduction. Although understanding that
annuity payment rates are not interest rates
(because the donor loses the principal), if the
donor is already planning to transfer the
principal at death to the charity, then the
Charitable Gift Annuity becomes exceptionally
attractive. For example, if a donor owns a
$10,000 certificate of deposit, which he has
already designated a charity to receive at death,
then his payments from a Charitable Gift
Annuity would be more directly comparable
with his interest earned on the certificate of
deposit, because in either case, the charity will

receive the principal at death. (Naturally, there are still differences that make this comparison inexact. For
example, the donor can later choose to immediately spend the entire certificate of deposit, but with a gift

annuity the donor has only a lifetime income stream.)

The Charitable Gift Annuity is also attractive for the charity because, unlike a charitable bequest, a
Charitable Gift Annuity is an irrevocable gift. The charity need not worry about last minute changes to the
donor’s plan by the donor or nefarious heirs, because the transfer is already complete. Recent research shows
that charitable plans become highly unstable in the years immediately prior to death (see James, R.N., 2013,
American Charitable Bequest Demographics: 1992-2012). Thus, it is particularly beneficial to a charity to be able to
convert revocable bequest intentions into irrevocable planned gifts, such as Charitable Gift Annuities.

If estate gift
is already

adds current
deduction &
income

m
. wTI" I desired, CGA

1111] <=

2025 2026 2027 2028 2029 .. Death

From a donor’s perspective, a Charitable Gift
Annuity can be preferable to leaving the same
amount as a bequest gift because a bequest gift
generates no income tax deduction and no
lifetime payments. For a donor with the twin
goals of generating lifetime income and making
a post-mortem gift to a charity, the gift annuity
works far better than alternative strategies such
as investing and leaving a gift to the charity by
will. Simply purchasing an immediate annuity
from a life insurance company provides lifetime
payments but doesn’t accomplish the donot’s
charitable goals. Similarly, writing a charity into
one’s will generates no income tax deductions.
But, by converting that revocable bequest
decision into an irrevocable Charitable Gift

Annuity, the donor benefits the charity and generates immediate income tax benefits and lifetime income,

making the gift annuity an attractive option.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 138
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5 Charitable Gift Annuities can also have
I'wantiincome 3 i advantages over more complex and expensive
that won’t 7 \ planned giving vehicles.  If a donor is
cha nee : | specifically concerned about having lifetime

g ' | income that won’t change or run out, the
(G e (A7) : | Charitable Gift Annuity can be an ideal
| charitable planning option. A Charitable
Remainder Unitrust can make payments for life,
but the amount of each payment depends upon
the return of the underlying investments. This
risk could be diversified using a Pooled Income
Fund, but the payments will still vary with
market fluctuations. A Charitable Remainder
Annuity Trust makes fixed payments for life.
However, if the investments in the Charitable
Remainder Annuity Trust perform pootly, the
trust can run out of money, causing the annual payments to stop.

Payments are | In contrast, the Charitable Gift Annuity

a fixed payments are a fixed obligation of the charity,
obligation of || which must be paid regardless of investment
the charity, returns or market events. So long as the charity

regardless of | continues to exist, the gift annuity payments
market events|| must be made.

=

2025 2026 2027 2028 2029 .. Death

Large charitable gift annuity use The security provided by Charitable Gift

. : 1: Annuities can be more attractive in times of
increased followmg market VOIatIIIty market volatility. Traditionally, Charitable Gift

Annuities have been considered primarily

A charitable A charitable gift “small dollar” vehicles. However, following
remainder annuity annuity backed by substantial market drops during the most recent
trust backed by all assets of a large financial crisis, the number of multimillion
donor’s initial charitable dollar Charitable Gift Annuities increased
investment institution notably. The attraction of the Charitable Gift

Annuity issued by a financially stable nonprofit
Yale University is its ultimate security.  Considering that,
& A

historically, major universities and churches
I American hsadivan have outlived successive generations of
¥ Society: Red Cross | businesses and governments, some gift

annuities may provide an exceptional level of
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security. Although other charitable planning vehicles, such as the Charitable Remainder Trust, provide
opportunities for influencing investment choices, they are also exposed to investment risk. When the
attention to investment risk is high (such as following a market crash) the attraction of the guaranteed gift
annuity payments increases as compared with the risk of a Charitable Remainder Trust.

| want a simple
way to give a small

amount but still get
income and a tax

deduction QW
A

&\

D, |
V-

Charitable

Remainder Trust
Flexible & Expensive

Charitable

Gift Annuity
Simple & Cheap

« $5,000-$15,000 setup with
$1,000-55,000 annual
administration

* Minimum feasible

investment amount
> $100,000

* No donor costs for setup or
administration

* Minimum investment
amount $10,000 - $25,000

Another reason Charitable Gift Annuities are
so popular is that they are the simplest and
easiest way to participate in charitable planning
that produces both a tax deduction and income
for the donor. Charitable Gift Annuities are
the simplest way for fundraisers to respond to
the common statement from donors that “I
wish I could do more, but...” Charitable Gift
Annuities offer a way for donors to make a gift
and provide a payment stream for other needs,
such as college tuition or retirement income.
And yet the transaction can be as simple as
writing a check and signing a one-page standard
agreement from the charity.

If the enormous flexibility available with
Charitable Remainder Trusts can be thought of
as the paint palette of an artist, then the
Charitable Gift Annuity is like the reliable
number 2 pencil. Charitable Gift Annuities are
simple and cheap for donors. There are no
donor costs for setup or administration and the
minimum investment amount is commonly only
$10,000 or $25,000. Each Charitable Gift
Annuity agreement with a particular charity is
typically identical except for the donot’s age, the
payment rate, and the transfer amount. In
contrast, Charitable Remainder Trusts are
usually hand-crafted documents specifically
designed for the individual donor and his or her
particular desires. This enormous flexibility

comes at a cost, both for the initial creation of the Charitable Remainder Trust and for annual administration.
Because of these costs, the minimum feasible amount for a Charitable Remainder Trust is normally 10 times
that of a Charitable Gift Annuity. Of course, there are significant potential advantages to using a Charitable
Remainder Trust that are not available with Charitable Gift Annuities that can, in many cases, warrant the
added expense for the donor. One solution is not universally better than the other; both can fit the specific

needs in different circumstances.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 140
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| want to make a
gift and get
income,

but | want to
see the

impact of my
gift while |

am alive

© 2006-2024, CPC Holdings, LLC. All rights reserved.

To this point we have been comparing
Charitable Gift Annuities with leaving a
charitable bequest. This anticipates a scenatio
in which the charity holds the initial gift
amount, makes payments to the donor for life,
and then only after the death of the donor takes
the remaining amount of the gift to use for
charitable purposes. However, the charity is not
required to take this conservative approach
(except in the State of New Hampshire). A
charity could instead calculate the share of the
gift that would normally be needed to make the
lifetime payments and immediately spend the
remaining amount. For a charity that chose to
do this, the donor would be able to see the

impact of his or her gift immediately. For some donors, this could be an attractive feature, especially when
compared to a bequest gift where the donor would not be alive to see its impact.

Some charities
immediately use
the net gift [gift -
value of expected

payments]

m

N B2

11

— Net
= Gift

1117) ==

2025 2026 2027 2028 2029 Death

To make immediate use of Charitable Gift
Annuity funds, the charity spends the projected
gift portion of the transaction. Calculating this
projected gift portion involves estimating the
donor’s longevity and the charity’s investment
returns.  Consequently, there is some risk
involved if the projections are in error. This
risk explains why not all charities engage in this
practice of immediately using the projected gift
portion of Charitable Gift Annuity funds.
Nevertheless, it is an available option to
charities in most states.

Note that in Florida, Tennessee,
Washington, Hawaii, and New Jersey, the
charity must hold the amount projected for the
donor’s payments plus a 10% cushion. In New

York, the cushion amount is at least 10% and may be higher. Even in these jurisdictions, however, making
immediate use of part of the Charitable Gift Annuity is permitted. In other jurisdictions, the charity could
choose to immediately use even more than the projected “gift portion,” although this creates a future net

liability for the organization.
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What are the risks of a charitable
gift annuity for the donor?

The income
payments are a
general
obligation of
the charity

l ,l(:‘.[,; l:
? .

1111

2025 2026 2027 2028 2029

=

Death

If the charity
dies, the donor
payments may

cease

d

]

2025 2026 2027 2028 2029

1]

Death
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To this point we have been reviewing some of
the features and benefits of the Charitable Gift
Annuity. However, there are also some risks
involved with the Charitable Gift Annuity.
First, let’s examine the risks for the donot.

The annuity payments come from the charity.
The charity is required to make these payments
and they are a general obligation of the charity.
So long as the charity survives, the donor need
not be concerned with market crashes and
other investment worties.

However, if the charity goes bankrupt, the
donor payments may cease or be reduced.
Thus, the primary risk for the donor is that the
charity would be unable to make its payments
in the future. As a general obligation of the
charity there may be no specific assets that can
be attached in the event of bankruptcy.
Although some charities have, and a few states
require, segregated reserve funds, this
segregation may not be sufficient to prevent
other creditors from having a claim on the
funds. Additionally, such segregated funds may
also be depleted due to poor investment
decisions.
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Charitable Gift Annuity Reserve Requirements

Compared with the field of commercial
annuities issued by insurance companies,
Charitable Gift Annuities are remarkably

unregulated.  As shown by this map, the

majority of states have no reserve requirements

for nonprofits issuing Charitable Gift Annuities.

This means that a charity operating in one of

the states working with a donor in one of these
E Actuarial Llablllty states could choose to immediately spend 100%
[l Actuarial Liability + of the amount given for the Charitable Gift
Il other Annuity and simply leave the payments as an
oo ST s, | Uunded obligation for the fature.  Several
A R0 states have operating requirements such that a
i%gféfﬂsg%’?e;ief'i‘!?ﬁ%ﬁ%;ﬁ?gﬁ%éﬁéﬂﬂ%ﬂ? ;‘Qabﬁfsrfgaﬁigﬂsgsﬁmt;fﬁem’;géz,msgm charity issuing Charitable Gift Annuities must

have been in operation for a minimum number
of years and have a minimum amount of unrestricted cash (or cash equivalents such as publicly traded
securities). Unrestricted cash, however, does not mean that there are no creditor obligations on the cash.
Unrestricted cash means only that it is money that has not been temporarily or permanently restricted by a
donor. Further, these requirements for unrestricted cash are fixed dollar amounts that do not vary, regardless
of the number or amount of Charitable Gift Annuities being issued by the nonprofit. In essence, these
operational requirements simply limit gift annuity issuance to charities that are not brand new and have at
least a little money in the bank. Note that in states like Indiana, Kansas, Kentucky, Louisiana, Massachusetts,
Michigan, and Minnesota, there are neither operational requirements nor reserve requirements. This means
that a nonprofit could be created one day, start issuing Charitable Gift Annuities the next day, and then
immediately spend 100% of the amount given for all Charitable Gift Annuities. Obviously, such a scenario
entails substantial risk for the donor. At the same time, Charitable Gift Annuities issued by large stable
nonprofits may be among the most secure lifetime payment streams available. However, the lack of
regulation in some areas creates a “Wild West” scenario in which the donor must do some investigation to
understand the risks involved.

One way to investigate the financial condition
of a charity is to examine the IRS form 990 for
the charity. The IRS form 990 contains
financial information about the charity,
including assets, liabilities, income, and
expenditures. Charities are required to provide
these forms to anyone who requests them.
Additionally, these forms are available from a
number of websites for no charge. Some of the
websites that currently post IRS form 990s are

EE GUIDESTAR

www.guidestar.org

IRS 990s show
charity’s
financial health

e  www.guidestar.org

e projects.propublica.org/nonprofits/

F S NN e Given the complexity of reading and
understanding financial statements, this is an
2025 2026 2027 2028 2029 ..  Death area where a financial advisor could be
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particularly helpful to a donor.

Unlike some commercial annuity products,
Charitable Gift Annuities do not offer
payments for a fixed term of years or a
minimum guaranteed number of years. Instead,
Charitable Gift Annuity payments are for life
only. This is not due to the lack of willingness
of charities. Rather, the IRS tax code penalizes
charities for offering other varieties of gift
annuities, even though these may be available
from commercial annuity providers.

One risk in purchasing a gift annuity that makes
payments for life is that the annuitant could die
immediately after purchasing the annuity.
Unfortunately for the annuitant, there are no
refunds for early death, nor are charities
allowed to offer gift annuities with guaranteed
minimum payment amounts or with a fixed
number of payment years. From a financial
perspective, there is a clear risk in that the
donor may receive very few benefits prior to
death. However, if the donot’s goal was to
make a large gift to charity (but not risk
outliving his or her assets), then the risk of
receiving few payments is of less concern as the
donor’s goal will still be achieved.

To this point we have been considering the
simplest and most common form of a gift
annuity where the donor makes a gift and in
return receives lifetime payments from the
charity. Although a charity is not allowed to
offer annuities with a guaranteed return in the
event of premature death or annuities paying
for a set number of years, the tax code does
permit a few other gift annuities variations.
(Note that if a charity were to offer gift
annuities with terms outside of approved
variations, the charity would be required to pay
taxes on income earned from the gift annuities
as unrelated business income tax and their sale
would be subject to federal securities and/or
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2023, American Council on Gift Annuities
Younger Older
Age Age

30+
40+
55+
60

Rate

3.5
3.7
4.0
4.4
4.7
57 P
6.8
7.9
92
9.5

71+
79+
83
87
90
95+

state insurance regulation, thus making them
highly undesirable charitable giving vehicles.)
The most common variation on the traditional
gift annuity is the gift annuity that pays for two
lives. This means that the annuity payments
will continue to be made until the death of the
last of the two individuals to die. (The payment
is not reduced at the death of the first to die of
the two annuitants.) Most commonly, these gift
annuities pay for the lives of the donor and the
donor’s spouse.  However, there are no
requirements that either annuitant be related to
the donor. A gift annuity cannot, however, pay
for more than two lives. Nor, can it pay for the
life of someone who is not yet born (e.g., “pay
for my life and the life of my first child if he or
she is born before my death”).

The American Council on Gift Annuities also
suggested rates for these two-life
annuities. As before, these rates vary
depending upon prevailing interest rates and
the ages of the two annuitants. The full table is
much larger than for single life annuities, given
the wider range of age combinations possible.
This excerpt provides a few examples from that
table.

issues

One particularly attractive variation of the standard gift annuity is the deferred gift annuity. If the donor does

Deferred gift
annulty Each year
the donor waits,
the remaining
payment size
increases
i\ | ; | |
i
(s Lal [ 8
e "1_"'
2024 ‘® ‘® ® ® ®
g L .
CTTr1 =
5-2024, CPE€lHoldiglgs, LLE. All rigihts resgfved.
2025 2026 2027 2028 2029 Death

not need the income payments to begin
immediately, the donor may choose to
postpone the start of the annuity payments.
Each year that the donor postpones the start of
the annuity payments will increase the size of
the remaining payments. This may be helpful
for donors who wish to make an immediate
transfer, receive an immediate tax deduction,
but postpone income until some future year,
such as the start of retirement. The donor can
either establish in advance when the annuity
will begin or can decide each year whether or
not to begin the annuity in that particular year
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(this is sometimes called a “flexible annuity”,
see PLR 9743054).

The essence of a deferred Charitable Gift
Annuity is that if the donor postpones the start
of the annuity payments, each remaining
payment will become larger. The American
Council on Gift Annuities suggests a
compounding rate which incorporates current
interest rates and the reduced longevity of the
annuitant. If a compounding rate is so high
that it increases the overall value of the annuity
beyond the simple immediate annuity, it will
reduce the available tax deduction.  For
example, in 2023 the payout rate would be the
current rate in effect at the age the payout

number of years the payout was delayed after the initial gi
remaining payment size).

begins multiplied by 1.0425" where n is the
ft (i.e., a 4.25% compound annual increase in the

m‘_ Donor could leave

all to charity but

always keep
emergency right to

income by
perpetual deferral
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The deferred or flexible gift annuity also creates
the opportunity for a donor to make a gift but
retains an “emergency”’ right to receive
payments. This can be helpful with a donor
who does not anticipate ever needing the
payments, but who nevertheless feels insecure
about making the gift because of unknown
possibilities. ~ The donor can choose to
postpone the payments indefinitely and, at
death, the charity would receive the entirety of
the initial gift. Although the amount
transferred to the charity is the same as could
have been transferred through a bequest, this
transaction allows for an immediate income tax
deduction and also allows the charity to make

Donor could gift
remaining

annuity if
income was no
7 longer needed

7
i:\ LALL A
-

1117 ]

2025 2026 2027 2028 2029

2024

immediate use of a portion of the initial gift.

If a donor purchased a gift annuity and then
later found that he or she no longer needed the
annuity payments, the donor could gift the
rights to all future payments to the charity and
potentially receive an income tax deduction for
that gift. This could be more tax efficient than
receiving each check (which counts, at least in
part, as income) and then gifting it back to the
charity (which creates a deduction that may or
may not completely offset the income,
depending upon a variety of factors such as the
amount of other itemized deductions, adjusted
gross income level, and so forth).
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The typical Charitable Gift Annuity makes
lifetime payments to the donor. However, the
donor may instead select someone else to
receive payments as the annuitant. This is a
potentially taxable gift if given to a non-spouse,
so for a donor whose estate is large enough to
be concerned with estate taxes, such gift tax
considerations must be considered. (Although,
as discussed later, such gift taxes can be
reduced by the annual present interest exclusion
because gifts of immediate annuities are
considered to be gifts of present interests.)

One creative variation on a Charitable Gift
Annuity allowed a donor to name his
grandchild as the life annuitant with the lifetime
payments to begin at age 18. This particular
annuity had an additional provision that
allowed the grandchild to trade the lifetime
income for an equivalent lump-sum tuition
payment at the donor’s alma mater. Because
the annuity was issued by the donot’s alma
mater, this created an attractive incentive for
the grandchild and a potential double benefit
for the university.

We have discussed the risks for the donor in
purchasing a  Charitable Gift  Annuity
(consisting largely of the risk that the charity
would go bankrupt, or the annuitant would die
too quickly). However, given the nature of the
obligation to make lifetime payments, there are
also substantial risks for charities that issue
Charitable Gift Annuities.



RUSSELL JAMES

The annuitant might live too long

One person living too long in a large pool
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A primary risk for the charity is that the
annuitant may live much longer than projected.
The charity is obligated to continue making
payments for the life of the annuitant,
regardless of how long the annuitant lives. A
Charitable Gift Annuity that would have
provided a substantial gift if the annuitant had
lived to his life expectancy may instead generate
a net loss for the charity if the annuitant lives
far longer.

The primary protection for this type of risk is to
have a large pool of annuitants with similar
sized annuities. Although some will live many
years beyond their life expectancy, others will
die sooner than their life expectancy and, on
average, the lifetime payments should
approximate life expectancies. The risk that
one annuitant will outlive his life expectancy by
10 years is significant, but the risk that a pool of
10,000 annuitants will outlive their life
expectancies by, on average, 10 years is very
low.

Many charities do not have the protection
against longevity risk that comes from having a
large pool of annuitants with similar sized
annuities. This can occur either because the
charity has a small pool of annuitants, or
because the charity’s pool contains a few very
large annuities. A large pool of small annuities
will not offset the risk of a few very large
annuities. Suppose, for example, a charity has
1,000 annuities paying $1,000 per year and one
annuity paying $1 million per year. The risk
that the annuitant receiving $1 million per year
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will live longer than anticipated will not be offset by the ecarly deaths of other annuitants because of the

differential in the annuity sizes.
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Longevity risk can also be influenced by the age
of the donors when purchasing gift annuities.
This is an area where the relative risk may be
counterintuitive. Using standard payout rates,
starting an annuity for an 80-year-old donor is
actually riskier than starting one for a 40-year-
old donor. This may seem odd, because of the
expectation that the 80-year-old person will
certainly not, on average, live as long as the 40-
year-old. However, the annual payments to the
80-year-old are much larger than those for the
40-year-old. Keeping this in mind, why would
the annuity for the older annuitant be riskier?

To understand why starting an annuity for the
older annuitant is riskier (i.e., subject to greater
variation), it helps to ask the question, “What is
the chance the charity could make twice as
many payments as initially projected?” The
payout for an 80-year-old female is based upon
a life expectancy of about nine years. If the 80-
year-old female lived to the age of 98, the
charity would make twice as many payments as
projected. The potential for an 80-year-old to
live to the age of 98 is quite significant. The
payout for a 40-year-old female is based upon a
life expectancy of 42 years. In order for the
charity to make twice as many payments as
projected, this annuitant would have to live to

be 124 years old, which is essentially impossible. Thus, in comparison, the charity is far more likely to make
twice as many payments as projected to the older annuitant, reflecting the greater risk (variance) with this

annuity.
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buy annuities; poor people
do not buy annuities.)
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A charity can increase the risk that gift annuity
obligations will ultimately siphon money from
regular operating income by immediately using
the projected gift portion of the Charitable Gift
Annuity. This is inherently risky because the
annuitants in the charity’s pool will live longer
than expected approximately half of the time,
meaning that the charity has a 50% chance of
having to make annuity payments from
operating income in the future. This 50-50
chance is increased dramatically if the longevity
tables used by the charity to calculate its
payment obligations are inappropriate. For tax
calculation purposes, the IRS requires the use
of its tables based upon standard longevity

expectations. However, these tables do not
reflect the longevity expectations of people who buy annuities. First, people who are sick or know that they
are approaching death do not buy annuities. By eliminating these people who are near death, the pool of
individuals who purchase annuities will, on average, live longer than others of the same age. Second, people
who are poor do not purchase annuities. Those who are poor do not, on average, live as long as those who
are wealthy. Once again, this eliminates a group of individuals with relatively shorter life expectancies from
the pool of individuals who purchase annuities. Finally, individuals who make charitable gifts tend to live
longer than individuals who do not. Once again, the life expectancy of the pool of those who purchase
Charitable Gift Annuities is much longer than the life expectancy of the population in general. Thus, a
charity that removed the “gift portion” of a Charitable Gift Annuity as calculated by the IRS, should not
expect to be able to cover the annuity payments from the remaining amount. (For a discussion of
appropriate estimations of Charitable Gift Annuity life expectancies see Clontz, B. The Methuselah effect:
Longevity’s impact on planned giving. The National Conference on Philanthropic Planning, 2010.)

. . . A charity can choose to issue a gift annuity in
.R ISkv RraCtICES.. . exchange for any type of Valui)le property.
Issuing a glft apn_l'"ty in However, the gift annuity is a risky proposition
exchange for difficult to for the charity if the charity accepts difficult-to-
Vall,IEI sell contributions value or difficult-to-sell property in exchange
for the annuity. In the case of a simple gift of
such property, the charity may get more or less
Appraised value allows the than the appraised value, but the charity still
donor to take the tax deduction | gets some value. However, if the charity
B exchanges the property for a gift annuity, and

ut, if charity cannot sell for

appraised value the charity later sells the property for less than its originally

may 1ose money appraised value, then the charity may have
* If sale takes substantial time, given an annuity worth more than the gift. In

charity would have to make . :

annu|¥¥ payments from its other words, the charity can easily lose money

general operating funds on such transactions. Even if the charity is

ultimately able to sell the property for its
appraised value, if this sale takes some time, the charity will have to make annuity payments from its general
operating income in the interim. For these reasons, few charities will accept difficult-to-value or difficult-to-
sell property in exchange for a gift annuity.
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R|sky practices: Another practice that increases the likelihood

Giving all to a restricted account at death | " @ charty will ultimatcly have to make
@ annuity payments from cutrent income is

Aok allowing Charitable Gift Annuities to benefit a
; ’ specific department or project within the
charity. There is usually no problem with this
practice if the charity holds the initial funds in
the restricted account until the annuitant dies,
but there can be. The question this raises is
“Where do the funds come from for those
annuities where the annuitant lives so long that
the entire initial contribution is exhausted?”
Will the targeted department or project have to

Where do funds come from for those with make these payments from its operating

long lives who exhaust their initial gift? income?  If ‘the payments come from  the
general annuity pool, then the general pool

receives only the penalty from longer lives (which are not paid for by the funds from the restricted purpose),
but none of the advantage from shorter lives (which benefits the specific restricted purpose as required by
accepting the donor’s restrictions). Ultimately, this creates a net transfer from general unrestricted funds to
the specific department or project funds over and above the donot’s restriction. Although accepting such
restricted purpose Charitable Gift Annuities may still be a wise fundraising strategy, the charity must
recognize the potential for this secondary drain on funds available for unrestricted, general purposes.

As charities move away from secure, fixed| To this point we have been discussing primarily
income investments of appropriate the risk that a donor will live longer than

duration. investment risk increases expected. However, the charity may also have
’ investment risk. When issuing a Charitable Gift

Annuity, the charity takes a large sum of money
k upfront, and uses it to make annual payments
for a long period of time. This involves
investing the upfront sum of money.

As the charity increases the risk for its
investments, it increases the risk that those
investments will perform poorly, ultimately
requiring the charity to make annuity payments
out of current operating income. To reduce
investment risk to a minimum, a charity could
invest in only secure fixed income investments
of appropriate duration to closely match the
payment obligations. Of course, as risk diminishes so too does the expected return and consequently the
expected amount remaining at the death of the annuitant. Some charities invested their gift annuity pools
heavily or entirely in equities during good times, and subsequently pulled out of equities following a market
crash, resulting in gift annuity pools with net liabilities to the organization.

It is important to note that investment duration also plays a role in investment risk for annuity payments.
For example, charities that issued gift annuities during a high interest rate environment, and then
“conservatively” invested in secure short-tern fixed income investments, were later faced with making these
high annuity payments when interest rates for short-term fixed income investments had fallen dramatically. If
instead the charity had invested in secure fixed income investments that matched the duration of the expected
annuity payments, then subsequent changes in interest rates would not have caused problems. Essentially,
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the charity would have locked in the high interest rate investments at the same time the charity made the high
interest rate commitment.

These sources of risk do not suggest that charities should avoid issuing gift annuities, because these risks
are all manageable. An investment portfolio can be constructed to match the annuity payment obligations
subject to the charity’s risk/reward preferences.

Reinsurance exactly matches Of course, the “perfect match” for the annuity
. liabili payment obligation is a commercial annuity. In
Income to liability this case, the charity simply purchases an

annuity on the annuitant’s life from an
insurance company. Assuming the stability of

\“‘tlal Gify wrchase P"Ce the insurance company, the charity transfers all
< market risk, interest rate risk, and annuitant
longevity risk. The charity simply becomes a

conduit through which the insurance company

= annuity payments are made. Because the
Payments Charitable Gift Annuity includes a gift portion,

there is enough money to purchase the
commercial annuity and have funds remaining

Charities can reinsure all or selectively | for charitable purposes.  Additionally, by
offset the risk of very |arge annuities purchasing these commercial annuities the

charity may immediately use the remaining
funds. (This is true in all jurisdictions. Even those States with gift annuity reserve requirements recognize
that there are no reserves needed where a commercial annuity substitute has been purchased.) The downside
to this transaction is that the price of a commercial annuity includes not only the cost of making the
payments, but also a profit for the issuing company. Thus, in theory, the charity could retain this profit
margin by managing its own gift annuity pool. However, in practice, this may be difficult because managing a
pool appropriately requires both expertise and a sufficiently large number of annuitants to reduce unexpected
longevity risk. Even a charity that does not reinsure all of its gift annuities may appropriately consider
reinsuring only its very large annuities. This is because a large pool of small annuities will not be sufficient to
offset the longevity risk for a small number of very large annuities. In this case, the only way for a charity to
manage the risk that an annuitant with a very large annuity will live much longer than expected is to purchase
a commercial annuity for that obligation, because there are simply not enough other large annuities in the
charity’s pool to offset the risk.

Cha ritie.s C?n pa rtner With.a gift Additionally,  charities can  avoid  all
annuity issuing foundation management issues by directing donors to buy a

. | charitable gift annuity from an intermediary gift
NpimARAEEIENLON aSsets NATIONALEGIFT annuity foundation. The foundation invests the

« No issuing of checks Annuity Foundation
+ ‘Recaie residiEl st thasrd Risiftersdl Sblarns assets, issues anpmty payments to donors, gnd
(less intermediary costs) FOUNDATION® transfers a residuum to the target charity.
dof life Although using such an intermediary does
F;‘n : uum include management fees for such services, this

o relief of administrative duties, investment risk,
Ié rmedialy Target and longevl‘Fy risk can be enormously beneficial
Foundation’ Charity for the charity. See, e.g.,

\_/ . e nationalgiftannuity.org

e www.ncfgiving.com/solutions/charitable-

gift-annuity/

R
Payments
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Financial advisors
and gift annuities

* Managing gift annuity
asset pools for
nonprofit
organizations

* Selling commercial
annuities as
reinsurance

* Giving advice to
current clients or a
nonprofit’s donors

Financial advisors can become involved with
Charitable Gift Annuities in a number of ways.
As mentioned above, managing a gift annuity
pool requires expertise to match the obligations
with the investments and the charity’s
risk/reward preferences. This is precisely the
kind of expertise that financial advisors may
bring to a charity.  Additionally, financial
advisors can be helpful to a charity in managing

its risk not only through appropriate
investments, but also through the purchase of
matching ~ commercial  annuities,  either

selectively for very large gift annuities, or
universally for all gift annuities.  Financial
advisors can also be helpful to their clients who
are considering gift annuities by examining the

financial stability of the issuing nonprofit organization. Financial advisors may also be able to benefit the
nonprofit organization (while simultaneously building a client base) by providing information to a nonprofit’s
donors about planned giving products such as Charitable Gift Annuities in cooperation with the charity.

Charitable gift

from securities

paid
primarily as
“returns” with

and other
) investments

httpy cag.uscourts,
15586.pdf

annuities are exempt

| regulation except
'+ |f sales commissions

' Where marketed

investment, e.g.,
comparing “yields” or

CDs

ions/2009/06/24/07-

A major benefit of Charitable Gift Annuities is
that they are generally exempt from securities
regulations.  This is what permits nonprofit
organizations to sell gift annuities in a largely
unregulated environment. However, there are
cases where the sale of a Charitable Gift
Annuity will lose its exemption from securities
regulation. This is a major issue because if the
exemption is lost then the sale of these
securities can result in criminal penalties (and, in
fact, has resulted in jail time in previous cases).
The sale of Charitable Gift Annuities will not be
exempt from securities regulation where the
annuities are marketed primarily as investments,
rather than as a means to benefit the charity.
An example of marketing a Charitable Gift

Annuity as an investment is to compare the “yields” or “returns” with bank certificates of deposit, or other
traditional investments. (As discussed previously an annuity payment rate is not a yield or a return, and thus,
such comparisons are, prima facie, inappropriate.) The sale of Charitable Gift Annuities will also lose exempt
from securities regulations if sales commissions are paid. Additionally, Charitable Gift Annuities may not
vary payments based upon the future income generated from investments (including the originally donated

property).
exemption from securities regulations.
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This variability feature, available in commercial variable annuities, also results in the loss of
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Charitable Gift Annuities
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Charitable Gift Annuities are a handy and
frequently used gift planning vehicle. Although
simple in form and easy to complete, gift
annuities do offer some flexibility in their
structure.  The simplicity in creating these
agreements conceals a substantial complexity in
understanding and managing the underlying
risks.  This complexity expands substantially
when considering the full tax implications of
Charitable Gift Annuities. As such, these tax
implications are discussed in their own separate
chapter.





